S
ince the early 1980s, oil-rich Gulf states such as Qatar, Saudi Arabia, Bahrain, Kuwait, and the United Arab Emirates have pegged their currencies to the U.S. dollar, benefiting from the relative stability of U.S. monetary policy. After 2006, however, the weakening U.S. dollar and rising oil prices have increased inflation in these economies. 1 A falling dollar contributes to inflation in dollar-pegged economies by raising the domestic-currency prices of tradable goods (such as manufactured goods and many types of food). Rising oil prices make individuals wealthier and encourage them to buy more tradable goods as well as nontradable goods (such as houses and land), increasing the relative prices of goods and services produced within the country.
These Gulf states are now considering whether a dollar peg is in their best interest. In May 2007, Kuwait broke the dollar peg in favor of tracking an undisclosed basket of currencies, albeit one in which the dollar is believed to be heavily weighted. In mid-November, the governor of the United Arab Emirates' central bank stated that the dollar peg has "served the economy…very well in the past. However, we have reached a crossroads." 2 But are the oilrich Gulf states at a crossroads or merely revisiting the same intersection?
The chart shows the evolution of the dollar's relative value and oil prices starting in 1980, when most currencies were pegged to the dollar; the table shows the inflation rates of these five economies averaged over three distinct time horizons: 1980-81, the last period of persistently high inflation; 1986-2003, which featured low but volatile inflation; and 2006-07, the current inflationary period.
In the first period, a weak U.S. dollar and high oil prices both accompanied high Gulf-state inflation; whereas, in the second period, the more modest levels of exchange rates and oil prices accompanied low inflation. Over the past decade, the openness to international labor movements in some Gulf states might have helped keep inflation lower than it would have been otherwise: Notably, Qatar, which has 12 percent fewer migrant workers today than in the early 1980s, has seen much worse inflation recently. 3 In sum, oil prices will not continue to rise and the dollar will not continue to fall forever. This recent spike in Gulf-state inflation, therefore, is very likely transitory and will probably not translate into persistent inflation.
-Carlos Garriga and Michelle T. Armesto 1 Two major causes of the weakening dollar are (i) the low domestic savings rate and consequently large current account deficit and (ii) subprime market turmoil and recession concerns. 1. Charts and tables contain data that were current through January 2008. Unless otherwise indicated, data are quarterly.
2. The percent change refers to the percent change from the same period in the previous year. For example, the percent change in x between quarter t -4 and the current quarter t is: [(x t /x t -4 )-1] × 100.
3. All data with significant seasonal patterns are adjusted accordingly.
International Economic Trends is published by the Research Division of the Federal Reserve Bank of St. Louis; the annual edition is published in July. Visit the Research Division's website at research.stlouisfed.org/publications/iet to download the quarterly issue of this publication or register for e-mail notification updates. For more information on data in this publication, please call (314) 444-8590. International Economic Trends is the Japanese CPI in the third quarter of 2006. For the U.S. chart on page 41, foreign CPI is calculated as the weighted average of the CPIs of countries whose currencies are used in the major currency trade-weighted exchange rate index. Starting in 1999, the euro-area harmonized consumer price index is used for the euro area. Prior to 1999, the price levels for the individual euro area countries (excluding Greece and Luxembourg) are used. The cumulative inflation differential is shown because the theory of purchasing power parity states that exchange rate changes should be systematically positively related to this variable.
Industrial Production measures the change in the volume of output in the mining, manufacturing, oil, electricity, gas, and water industries.
The Short-Term Interest Rate table on page 4 uses the relevant 3-month interest rate shown in the country pages.
The Long-Term Interest Rate table on page 4 uses the government bond rate. The government bond rate is a composite of yields on federal government bonds with maturities of more than 10 years for the United States; 10-year benchmark bonds for France; 7-to 15-year public sector bonds for Germany; 15-to 20-year government bonds through 1990 and 10-year government bonds starting in 1991 for Italy; and 10-year government bonds for Canada, the euro area, Japan, and the United Kingdom.
The Reserve Money table on page 4 refers to the adjusted monetary base for Japan and the United States; reserve money for Canada; and M0 for the United Kingdom. Reserve Money is currency in circulation, deposits of the deposit money banks, and demand deposits of other residents (with the exception of the central government) with the monetary authority.
Adjusted Monetary Base
Japan: currency in circulation and current deposits at the Bank of Japan.
United States: the sum of currency in circulation outside Federal Reserve banks and the U.S. Treasury, deposits of depository financial institutions at Federal Reserve banks, and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories.
Notes and Coins in Circulation
United Kingdom: After reforming the rules governing bank reserves, the Bank of England discontinued its M0 series in May 2006 because the data would not be comparable to previous data. IET now presents a related series, "Notes and Coins in Circulation," in place of M0. The Bank of England directs interested parties to "Publication of narrow money data: the implication of money market reform" in its Autumn 2005 Quarterly Bulletin (http://www.bankofengland.co.uk/publications/quarterlybulletin/qb050304.pdf). 
Notes
Euro-Area Data: The euro area was enlarged to include Greece on January 1, 2001, and Slovenia on January 1, 2007. Historical euro-area series for government debt and budget balance, and industrial production include Greece. Capacity utilization, the consumer price index, current account balance, employment, earnings, gross domestic product (GDP), merchandise trade, monetary aggregates, the producer price index, and unemployment include Greece and Slovenia. The series for interest rates, and retail sales include Greece starting in January 2001 and Slovenia starting January 2007. The series for the real effective exchange rate, and the stock exchange index include Greece starting in January 2001.
Euro-area interest rates prior to December 1998 are calculated on the basis of national government yields weighted by GDP. Starting in 1999, short-term rates are euro interbank offered rates. Long-term rates are calculated on the basis of national government bond yields weighted by the nominal outstanding amounts of government bonds in each maturity band.
The euro/dollar exchange rate used in the chart on page 12 is a synthetic rate prior to January 1999. This is constructed by calculating a weighted average of the exchange rates of the euro-area countries, excluding Greece and Luxembourg, against the dollar. The weights are based on 1997 GDP shares.
German Data: As a result of reunification, data for all of Germany are now incorporated in the statistical series. The starting periods for unified German data are listed below. Care should be exercised when interpreting the data around these break periods. Capacity Utilization covers the manufacturing sector for Canada, France, Japan, the United Kingdom, the United States, and the euro area; manufacturing excluding food, beverage, and tobacco for Germany; and mining and manufacturing for Italy.
Consumer Price Index is for all items. The current index is based on goods and services consumed by all individuals for Canada; all multi-person households excluding those mainly engaged in agriculture, forestry, and fisheries for Japan; all households except pensioners dependent on state pension and high income households for the United Kingdom; and all urban households for the United States. Data for the euro area, France, Germany, and Italy are based on the harmonized index of consumer prices.
Current Account Balance is the sum of merchandise and service exports and income receipts on domestic assets abroad minus the sum of merchandise and service imports and income payments from foreign assets in the domestic economy plus net unilateral transfers.
Real Earnings are based on hourly earnings in manufacturing for Canada, Germany, the United States, and the euro area; hourly earnings in manufacturing excluding construction for France, hourly earnings in industry for Italy; monthly earnings in manufacturing for Japan; and weekly earnings in manufacturing for the United Kingdom.
The Exchange Rate for all countries except the United States is expressed as units of local currency per U.S. dollar. For the United States the trade-weighted exchange rate, TWEX, is used. This is a weighted average of the exchange value of the U.S. dollar relative to the major international currencies-the euro, Canadian dollar, Japanese yen, British pound, Swiss franc, Australian dollar, and Swedish kronor. Prior to 1999, the currencies of the euro-area countries (with the exception of Greece) are used instead of the euro.
Real Effective Exchange Rate uses normalized unit labor costs in manufacturing. The weighting scheme used to construct the rates, for all except the euro area, is based on disaggregated data for trade among 21 industrial countries in manufactured goods for 2000. For the euro area the weights relate to the trade of the euro area with the other countries. The weights reflect the relative
